The effects of the o1l
counter-shock: The best 1is
yet to come!

By Eric Heyer and Paul Hubert

After falling sharply over the past two years, oil prices have
been rising once again since the start of the year. While a
barrel came in at around 110 dollars in early 2014 and 31
dollars in early 2016, it is now close to 50 dollars.

Will this rise in o0il prices put a question mark over the
gradual recovery that seems to have begun in France in 20167

In a recent study, we attempted to answer three questions
about the impact of oil prices on French growth: will a change
in oil prices have an immediate effect, or is there a time lag
between the change and the impact on GDP? Are the effects of
rises and falls in o0il prices asymmetrical? And do these
effects depend on the business cycle? The main results of our
study can be summarized as follows:

1. There is a time lag in the impact of oil price
variations on French GDP. Over the period 1985-2015 the
lag was on average about 4 quarters;

1. The impact, whether downward or upward, is significant
only for variations in oil prices greater than 1
standard deviation;

2. The asymmetric effect is extremely small: the elasticity
of growth to oil prices is the same whether the price
rises or falls. Only the speed at which the impact 1is
transmitted differs (3 quarters in the case of a rise,
but 4 in the case of a fall);

3. Finally, the impact of oil price changes on economic
activity depends on the phase in the business cycle: the


https://www.ofce.sciences-po.fr/blog/the-effects-of-the-oil-counter-shock-the-best-is-yet-to-come/
https://www.ofce.sciences-po.fr/blog/the-effects-of-the-oil-counter-shock-the-best-is-yet-to-come/
https://www.ofce.sciences-po.fr/blog/the-effects-of-the-oil-counter-shock-the-best-is-yet-to-come/
http://www.ofce.sciences-po.fr/pages-chercheurs/heyer.htm
http://www.ofce.sciences-po.fr/pages-chercheurs/hubert.htm
http://www.ofce.sciences-po.fr/pdf/documents/prev/prev0416/espetrole20160412.pdf

elasticity does not differ significantly from zero in
situations of a “crisis” or a “boom”. However, the
elasticity is much greater in absolute terms when the
economy is growing slowly (an economic slump).

Let us now apply these results to the situation since 2012.
Between the first quarter of 2012 and first quarter of 2016,
the price of a barrel of Brent crude plummeted from 118
dollars to 34 dollars, a fall of 84 dollars in four years. If
we factor in the euro/dollar exchange rate and changes 1in
consumer prices in France, the fall amounts to a 49 euro
reduction over the period (Figure 1).

Figure 1. Changes in the price of a barrel of Brent crude

In constant euros Im current dollars
&0 164

a Price of a Brent barrel
in constant euros

&0

40 B0

in &0

20 40
Price of a Brent barrel in current dollars
{right scale)

0

il o
2000 2000 2002 2003 2004 2005 2006 2007 008 ZOOP 2000 2001 2002 20013 04 2005 I00&

Jources INSEE, OFCE calculations..

We evaluated the impact of a decline like this on France’s
quarterly GDP, taking into account the above-mentioned time
lag, asymmetry and phase of the business cycle.

Factoring all this in indicates that the o0il counter shock
ultimately did not show up much in 2015. As illustrated in
Figure 2, the impact should make itself felt from the first
quarter of 2016, regardless of the hypotheses adopted. The
positive effect of the oil counter-shock is yet to come!
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Figure 2. Impact on GDP of the fall in oil prices since 2012
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What Donald Trump’'s economic
programme reveals

By Xavier Ragot

The US elections are proving to be very revealing. Three
different perspectives on the current elections are yielding
insights into three areas: first, on the state of the US
economy, second, on the state of the thinking of economists,
and finally, on the nature of the relationship between
economists and politicians.

The US primaries were marked by both the “resistible rise” of
Donald Trump and the emergence of Bernie Sanders, who has hit
Hilary Clinton from the left but failed to win.

The success of Donald Trump, who circumvented the Republican
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Party, was based on policy mainsprings that draw on some
paranoia about the loss of identity of the United States in
the face of concessions made economically to China,
politically to Iran, and militarily in Iraq. The country’s
loss of status is a very real topic in the United States. The
success this theme has enjoyed also stems from the reality of
the economic situation of the middle and working classes in
the US. The social scars caused by inequality in the country,
so elegantly studied by Thomas Piketty, are visible on the
streets, reflecting the reality of unequal access to health
care (so incomprehensible to a European). While this theme of
inequality 1is the central focus of the Bernie Sanders
campaign, popular anger 1is also being expressed in the
Republican camp.

Donald Trump’s economic programme has the poetic but
disturbing charm of a ramshackle inventory. By European
standards it is difficult to identify it as right, extreme
right or left. Trump does have a formal fiscal programme, but
it has been significantly “enriched” by media interventions.
He is in favour of investment in infrastructure and military
spending, the reduction of taxes, an increase in the minimum
wage, an end to Obamacare and the total privatization of
health care, the taxation of the rich, a reduction of
immigration, especially from Mexico (building a wall between
the US and Mexico), an aggressive trade policy toward China,
which he accuses of dumping and, more recently, a partial
default on US public debt. This last point has caused serious
waves among Republicans. The United States is one of the
world’s few countries to have never defaulted on its public
debt, so the Republican candidate publicly raising this
possibility comes as a shock.

On this last point, I personally think that defaulting on
public debt is a bad idea. This amounts to an uncontrolled
tax, without assumption of responsibility, and it can also add
to banking instability. Much better would be to impose a tax
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after a democratic debate. Furthermore, to ease the public
debt burden, it is always possible to lower real interest
rates on the public debt for a number of years using an
accommodative monetary policy, without financial repression
(see the article by Blanchard, Dell’Ariccia and Mauro).

Few economists defend Donald Trump’s programme, even the part
that sticks strictly to economics. A fairly positive
interpretation of Trump’s programme recently gained attention,
as it came from a recognized and respected economist, Narayana
Kocherlakota (here). Before getting into the reasons for
Kocherlakota’s (very relative) support for Trump, it is worth
reviewing this economist’s career to see how a crisis can
change the way economists think. Narayana Kocherlakota trained
as an economist at the University of Chicago, and he has made
fundamental, highly technical contributions to financial
theory, monetary theory and the dynamic theory of public
finances, which are based on the application of tools from
intertemporal contract theory. This is a very serious
academic! Kocherlakota wrote a text on the state of

macroeconomic thought post-crisis that is very interesting
because it is based on the broad vision of a researcher who
doesn’t recognize his discipline when he looks at economics
textbooks (not to mention popular texts). Kocherlakota became
chair of the Federal Reserve of Minneapolis in 2009 (stepping
down on 1 January 2016). The Minneapolis Fed is known as a
hard-core, intellectually active outpost of “anti-Keynesian”
thought, to put it in a nutshell. Kocherlakota went through a
profound intellectual transformation while at the Fed and took
a fairly radical Keynesian turn (here is one original

theoretical contribution), which led to conflicts with his
colleagues. What was missing in Kocherlakota’'s academic
output? What economic facts destabilized him to such an
extent?

It is obviously difficult to answer these questions. However,
it could be argued that Kocherlakota’s own work did not make
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it possible to foresee the effectiveness of unconventional
monetary policy or the impact of Obama’s fiscal stimulus
plans. Indeed, the US government conducted a very Keynesian
monetary and fiscal policy (tax cuts and massive monetary
creation), which had positive effects that could not be
encompassed by the models of the Minneapolis Fed. The major
missing ingredients were the nominal rigidities that give
aggregate demand a potentially important role. This issue of
nominal rigidities is not a detail in macroeconomics. I have
written a text about the return of Keynesian thinking on this
issue.

Kocherlakota’s indulgence of the Trump programnme is not
therefore that of a hard-core free marketer, but rather that
of a converted Keynesian, whose faith seems a bit extreme.
Kocherlakota is selling Trump’'s Keynesian stimulus based on
public spending and lowering taxes. His only concern is that
he would like to be sure that Trump would accept higher
inflation of around 4% rather than 2%.

Thus, the Trump programme is further blurring the 1lines
between the economic policy of the left and the right. The
theme of inequality and impoverishment is dominating debate in
the middle and working classes. The global problem of lack of
demand and underemployment is worrying economists under the
rubric of secular stagnation. The emergence of Bernie Sanders,
the hodge-podge of Trump’s economic programme (the violence of
his remarks on immigration is not the subject of this text),
and on another scale, Kocherlakota’s transformation, all
reveal the difficulty facing the emergence of a coherent
economic paradigm that has a broad social base. Policy
(Republican and Democratic) 1is groping for a different
articulation between the State and the market, a coherent and
effective return of economic policy (fiscal and monetary) that
is able to stabilize market economies and reduce inequality.
This debate will be identical, but, due to the European issue,
will take a different form in France’s presidential elections.
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Is the decline of industry
due to the growth 9of
services?

By Sarah Guillou

On Friday, April 8 2016, the Observatoire Francais des
Conjonctures Economiques (OFCE) began a series of quarterly
seminars on the analysis of France’s productive network. The
purpose is to bring together researchers and discussion of the
situation, the diversity and the heterogeneity of the
companies making up France’s production system. This
discussion is now being fed by the increasing use of business
data. We hope in this way to enrich the analysis of the strong
and weak points in the country’s production fabric, with a
view to guiding the development of public policies aimed at
strengthening it.[1]

The first seminar took up the role of services 1in
deindustrialization as measured by the decline of industrial
employment as a share of total employment. Since 2000, the
manufacturing industry in France has lost more than a quarter
of its work force, i.e. more than 900,000 jobs. A recent note
by the INSEE (Insee Premiere, No 1592) points out that
manufacturing’s weight in the economy has been halved from
1970 to today. Even though deindustrialization has aroused
greater attention in France than elsewhere, probably because
of the country’s interventionist tradition and the challenges
facing its labour market, it is taking place in all the
developed economies. This raises questions about underlying
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structural trends common to all these countries.

However, the decline in industrial employment 1is being
accompanied by net job creation in services. It also appears
that the growth of services is being driven in part by changes
in industrial production methods. Products are incorporating
an increasingly large component of services, and companies are
expanding their portfolio of service products. The
fragmentation of production processes — fuelled by the
opportunities provided by globalization — is isolating low
value-added manufacturing units from high value-added services
units.

These changes in production methods need to be analysed to
understand the extent of this phenomenon. It seems that the
changes occurring within industry are just as much factors
driving the decline of industry as the rise of services in
employment. In other words, there is a question of how much
deindustrialization finds a mirror image in the growth of
services, or even its explanation.

Three contributions helped to provide some answers to the
following questions: which manufacturers are producing
services and with what impact on their performance? What 1is
the role of services in the development of global value
chains? Are flows of international services replacing flows of
goods? Three main lessons emerge.

1 — “Servitization” and the decline in manufacturing jobs are
clearly correlated

Manufactured products are 1incorporating an 1increasingly
significant amount of services. This can be seen both by the
growing share of companies that produce services (Crozet and
Millet, 2015) and export them (Castor et al., 2016) and by the
rising content of services in exports (Miroudot, 2016)[2].

The growth in companies’ value-added “services” may well push
all their jobs into the service sector, including what are
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strictly speaking manufacturing jobs, if the added value of
the services becomes dominant. Today an average of 40% of
manufacturing employment corresponds to service activities.
Furthermore, the fragmentation of production processes 1is
intensifying, as 1is the distribution around the world of
outsourced activities based on the comparative advantages of
different locations. If the company maintains an anchor in the
home country, it usually keeps only the higher value-added
jobs there, in line with the cost of the related work and
qualifications, meaning jobs often characterized as services.

Note that these changes in production methods clearly reflect
a decrease in manufacturing functions in a product’s added
value, which translates into a decline of manufacturing in the
sources of the wealth of nations. But it is important not to
underestimate the impact of the fragmentation of production
units. Thus, jobs in services, formerly attributed to
manufacturing, are being reclassified as service jobs even
though the underlying production task has not changed, and
this 1s happening regardless of outsourcing abroad.

However, this reclassification is all the more likely as
“servitization” accelerates and becomes a must for companies
to remain competitive.

2 — The servitization of manufacturing is a competitive factor

Servitization, which 1s associated with qualitative
improvements in products and more generally the creation of
value in manufacturing, is a factor in competitiveness.

As is shown by Crozet and Millet (2015), the production of
services by manufacturing enterprises is a factor that
enhances their performance. There are actually many French
manufacturing companies that produce services, with 70%
producing these for third parties (2007 data). The decision to
produce services represents an important turning point, and
clearly boosts performance. The authors’ estimates thus show



that taking this decision raises profitability, employment,
total sales and sales of goods. Even though there are sectoral
variations, the impact on performance 1s positive, whatever
the industrial sector in question.

At the aggregate level, the share of imported services in the
export of goods is also growing. In France’s exports, the
share of services ranges from 30% to 50%, depending on the
sector. The fragmentation of production processes is leading
to outsourcing certain service functions and to the provision
of imported services. This dynamic goes hand in hand with the
integration of economies in international trade, with the
benefit of globalization opportunities and ultimately with the
competitiveness of economies (see De Backer and Miroudot,
2013).

3 — The direct and indirect export of services will continue
to make a positive contribution to the trade balance

The developments described above directly affect the trade in
services. It is indeed increasingly services that are the
subject of trade in intermediate products, with the latter
being estimated at nearly 80% of world trade. Digitalization,
along with differentiation through services, is leading to the
fragmentation of production with the inclusion of more and
more services.

Trade in services in France has not experienced a decline
since the crisis of 2007. Even though the trade balance in
services has shrunk slightly since 2012, it has remained
positive since the start of the 21st century, and the export
of services has been rising faster than for goods. As the
world’s third largest exporter of services — especially
because of tourism — France will see service exports increase
as a share of its trade balance. Admittedly, for the moment,
the volume of exported services has not offset the negative
balance for goods, but the development of intra-firm trade 1in
services and of intermediary services will eventually reverse
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their respective shares.

Trade in services is even more concentrated than trade in
goods. It is mainly carried out by French or foreign
multinational corporations, which account for more than 90% of
this trade. While just over half of trade takes place with the
European Union (EU), this component is running a deficit,
while non-EU trade is running a surplus. It is interesting to
note that the balance is positive for companies that are part
of a French group, but negative for companies belonging to a
foreign group (Castor et al., 2016).

In conclusion

It seems that the dichotomy between industry and services 1is
becoming increasingly inappropriate to describe the dynamics
of employment and the productive specialization of economies.
An approach in terms of productive functions that breaks down
the job properly based on whether it involves manufacturing
activities strictly speaking or other activities, such as
transportation and logistics, administrative support or R&D
services, would allow a better understanding of a country’s
skills and comparative advantages.

More generally, the growth of services and their increasing
role in production and exports is giving them an increasingly
central role in economic growth. Getting better statistics on
the production and export of services and improving the
methods of assessing productivity 1in services are
prerequisites for a better understanding of the role of
services in growth and of the levers to be activated to
achieve this.

[1] A scientific committee responsible for the organization of
the OFCE seminar on the Analysis of the Production System is
composed of V. Aussilloux (France Stratégie), C. Cahn (Banque
de France), V. Charlet (La Fabrique de l’'Industrie), M. Crozet
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F. Magnien (DGE), F. Mayneris (Univ. Louvain), L. Nesta
(OFCE), X. Ragot (OFCE), R. Sampognaro (OFCE), and V. Touzé
(OFCE) .

[2] Miroudot, S. (forthcoming), “Global Value Chains and Trade
in Value-Added: An Initial Assessment of the Impact on Jobs
and Productivity”, OECD Trade Policy Papers, no. 190, OECD
Publishing.
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